ABSTRACT
INTRODUCTION
his paper extends prior research into the market for audit services by providing a study of the market for audit services in Germany, a country which has not been studied in audit fee research. Understanding the similarities and differences between the market for audit services in Germany and other nations should increase our knowledge of the increasingly interdependent world economy as it relates to accounting. It will also increase our knowledge of the economics of auditing. The similarity of audit fee determinants between Germany and other countries is analyzed and the extent to which the large audit firm fee premium documented in other countries exists in Germany is examined. This will extend our knowledge of accounting in Germany and allow assessment of the similarities and differences in the market for audit services in Germany and other countries.
The remainder of this paper proceeds as follows. In the next section the results of previous research on the market for audit services in other countries is briefly reviewed. This is followed by a discussion of the institutional background of accounting and auditing in Germany. The next section describes the data and the empirical tests. Then the results are presented. The results are discussed and summarized in the final section of the paper.
PREVIOUS RESEARCH
Beginning with the seminal work of Simunic (1980) , a number of studies have analyzed the market for audit services in several countries. The majority of these studies have focused on a few countries--the United States, the United Kingdom, and Australia. To date only limited attention has been given to the market for audit services in other countries. The major results of earlier studies have served to establish the responsiveness of audit fees to variables related to auditee size, audit risk, and audit complexity. In general, these papers have found that these variables explain a large proportion of audit fees.
An additional question which has often been addressed in prior studies is whether some auditors receive premium fees due to their "brand name" or reputation for providing high quality audits. Usually these studies have explored whether there is an audit fee premium paid to "Tier I" auditors, with the term Tier I usually defined as consisting of the very largest international accounting firms. Typically this group of firms has been viewed as being comprised of the so-called "Big Eight" or "Big Six" (now the "Big Four", following several mergers and the recent demise of Arthur Andersen) international firms. The importance of finding a Tier I audit fee premium is that it provides evidence of product differentiation in the market for audit services. That is, firms which have invested in reputation capital (e.g., employee training programs, firm publications, and advertising) may be able to obtain a return on this investment through higher prices for their services. To date a Tier I fee premium has been documented in the United States (Palmrose, 1986; Francis and Simon, 1987; Simon and Francis, 1988; Turpen, 1990) , the United Kingdom (Taffler and Ramalinggam, 1982; Chen et al., 1993; Brinn et al., 1994) , Australia (Francis, 1984; Francis and Stokes, 1986; Craswell and Francis,1999) , India (Simon et al., 1986) , Bangladesh (Karim and Moizer, 1996) , Japan (Taylor, 1997) , Nigeria (Taylor and Simon 2003) , Ireland (Taylor and Simon, 2002) , Hong Kong, and Singapore (Simon et al., 1992) . Studies of New Zealand (Firth 1985) and Malaysia (Simon et al., 1992) did not provide evidence of a Tier I audit fee premium. Studies of the Canadian audit services market have been mixed: Anderson and Zéghal (1994) found a Tier I fee premium while Chung and Lindsay (1988) did not. A recent study of Pakistan (Basioudis and Fifi, 2004) provided additional evidence that a Tier I fee premium is not universal; while the pricing models used in prior literature fit the data, there was no evidence of a fee premium to large audit firms. Thus, it is possible that the market for audit services may differ significantly across countries, with a general Tier I audit fee premium characterizing only certain countries. That is, the inconclusive results of previous studies suggest that the degree of auditor product differentiation may vary significantly across countries.
Since there have been inconclusive results, examining a country, Germany, previously not studied in this line of research, will extend our knowledge of the market for audit services and provide further evidence on the prevalence of the large audit firm fee premium. Moreover, since Germany is one of the world's largest economies, a knowledge of this market is worthwhile in and of itself. Another value of studying the German audit market is that most prior studies have focused on the United States or on current or former members of the United Kingdom. Since the German accounting and auditing environment differs from that of the U.S. and the U.K., there may be differences in the determinants of audit fees.
INSTITUTIONAL BACKGROUND
The accounting and auditing environment in Germany differs from that in previously studied countries, especially current and former members of the British Commonwealth. For example, one well-known taxonomy (Nair and Frank, 1980 ) classified Germany as best described by the "Continental European model,"(as opposed to the British Commonwealth, Latin America, and United States models) based on accounting measurement and disclosure practices. This conclusion was similar to that reached in an earlier study by DaCosta et al. (1978) which also found Germany in a classification cluster different from what they termed the "Commonwealth group." Another result indicating that Germany was distinct from many other countries was suggested by a classification scheme which hypothesized that the legal system of a country is a good predictor of its accounting orientation (Salter and Doupnik, 1992) ; this study placed Germany in its own category separate from all of the other countries studied. Similarly, a study based on the content of the auditor's report (Hussein, et al., 1986) , classified Germany (along with Austria) into a group distinct from the U.S., the U.K., and most other European nations. A study of financial disclosure regulation (Cooke and Wallace, 1990) suggests that Germany can be described as "regulated" but not among the most "highly regulated" developed countries such as the United States and the United Kingdom. A study of disclosure practices (Gray and Vint, 1995) ranked Germany as eighth highest of 27 countries in terms of the extent of financial statement disclosures as reported by a survey of Deloitte Haskins and Sells partners conducted in 1982-1983. Germany's mean disclosure index was 2.4, which was closer to the two highest countries ranked on this index (United States, 3.1; the United Kingdom, 2.8) than to the lowest disclosure countries (Columbia, Portugal, and Uruguay which had indices of 1.1).
There are also differences in the history of the accounting profession in Germany. As a recent history of the profession in Germany (Markus, 1997) notes, the accounting profession in most English-speaking countries developed gradually in periods of general economic growth and political stability; in contrast the profession in Germany is of more recent origin and developed in the period of instability following World War I. There are also differences in the way audits are conducted in Germany. For example, while many auditing practices are similar to other countries, there are numerous differences in emphasis; for example in Germany relatively more emphasis is placed on detailed substantive tests of financial statement items as compared with the tendency in many other countries to rely on clients' internal controls to reduce such tests (Kroneberger and Combrink, 1991) . One similarity between Germany and other countries is the importance of the large international accounting firms in the audit services market. All of the Big Five (at the time of the data used in this paper) accounting firms had a significant presence in Germany (Marcus, 1997; Ashbaugh and Warfield, 2003 ). An important empirical question to be investigated in this paper is whether these large auditing firms receive a fee premium as has been documented in studies of many other countries.
Thus, in terms of its general accounting policy orientation, Germany is at least somewhat different from many of the other countries examined in prior studies of the market for audit services. This suggests the possibility that the determinants of audit fees in Germany may differ from those of countries previously studied. The similarities and differences in the audit services market in Germany will be examined in the remainder of the paper.
DATA AND METHODOLOGY
A potential sample of 300 German industrial and commercial firms was identified from Moody's International Manual. Since audit fees are not required disclosure in financial statements in Germany (as they are in most British Commonwealth countries and in the United States), it was necessary to obtain audit fee data by means of questionnaires. A letter in German was sent to each selected firm requesting copies of their annual reports for years 2000 and 2001 and requesting that they also divulge the fees paid to their auditors for those years. 1 The final sample used in this study consisted of 116 observations on 66 different auditees in the period 2000-2001.
The basic research approach relies upon a regression model of audit fees similar to those used in most prior studies of audit fees. Typically, as in this paper, audit fee has been placed as a dependent variable to be explained by various characteristics of the client. Among the client characteristics found most important in previous studies have been size and variables related to the complexity of the audit, such as the number of subsidiary firms and the relative proportion of assets that require more auditor effort to verify (e.g., inventory and receivables). These models have consistently been found to explain a considerable proportion of audit fees in studies of Canada, the United States, the United Kingdom, Australia, New Zealand, Hong Kong, Malaysia, Singapore, and India. This basic regression model will therefore serve as a useful benchmark for assessing the similarities and differences in the audit services market in these countries as compared to Germany. The first explanatory variable (ASSETS) represents the size of the audit client. Auditee size is clearly an important determinant of audit fees since larger clients will require more audit effort. 2 The next two variables (SUBSIDIARIES and INVREC) relate to audit risk and audit complexity. For example, more subsidiaries and a greater proportion of assets which are difficult to audit such as inventory and receivables will require more auditor effort and hence increase fees. Therefore, ASSETS, SUBSIDIARIES, and INVREC should be positively related to audit fees. The variable LOSS proxies for client and auditor risk. Risk is higher for these clients since they have suffered financial losses leading to higher likelihood of bankruptcy or decline in stock price and therefore greater likelihood of litigation against both client and auditor. Therefore, LOSS is expected to be positively related to audit fees as has been found in studies of other countries (e.g., Simon and Francis, 1988; Craswell and Francis, 1999) . Prior studies (for a summary, see Simon et al., 1992) find that the Big Eight or Big Five (now the Big Four) auditors receive premium fees in many countries, perhaps due to a perception of higher quality associated with their audits. Therefore, the BIG5 variable is used to control for the effect of audit firm type on audit fees. This variable assesses the extent, if any, of a large audit firm fee premium as an indication of the degree of product differentiation in Germany. Based upon research findings for other countries, this variable is expected to be positively related to audit fees. That is, while not all previous studies have found positive evidence of a large audit firm fee premium, no studies to date have found a fee discount on audits performed by large audit firms. Table 1 presents descriptive statistics for the sample. Considerable differences in the client-specific explanatory variables (e.g., ASSETS, INVREC) exist, allowing for enough variation to test the basic regression hypotheses. Table 2 presents the results of the basic regression equation which is similar to those used in studies of other countries. The overall results suggest a good linear fit in which a large proportion of the variation in audit fees is explained. The value of the F-statistic is significant at better than the .001 level. The value of adjusted R 2 is .74, indicating that the model explains approximately three-fourths of audit fees. This value of the R 2 statistic is similar in magnitude to those found in studies of other countries. 3 An examination of the t-statistics for the individual explanatory variables also suggests considerable similarity between the determinants of audit fees in Germany and countries studied in previous research. The client size variable (ASSETS) was statistically significant at better than the .001 level as was the audit complexity variables, SUBSIDIARIES. However, the audit complexity variable, INVREC, which has been found significant in almost all studies of the other countries was not significant in Germany. The audit risk variable LOSS was positive and significant at the .05 level. Thus, with one important exception (INVREC), the results for the auditee size, audit complexity and audit risk variables indicate that there is considerable similarity in the determinants of audit fees in Germany and the countries studied in previous research. The auditor-size variable, BIG5, was statistically significant, suggesting that there is an audit fee premium paid to large accounting firms in Germany, as has been found in most other countries studied.
EMPIRICAL RESULTS

SUMMARY AND CONCLUSIONS
The results demonstrate that most of the auditee size, audit risk, and audit complexity variables found to be important in studies of other countries are also important in explaining audit fees in the German context. One important exception, the audit complexity variable for inventory and receivables, was found not to be significantly related to audit fees. However, with this exception, after controlling for auditee size, audit risk, and audit complexity, the experimental variable of primary interest, auditor size, was highly significant. Thus, even though the German accounting environment differs from the majority of countries previously studied, the large audit-firm fee premium exists in Germany as it does in most other countries.
33.
Turpen Logarithmic transformations of audit fees and client assets are employed because previous research (e.g., Francis and Simon, 1987) indicates that this specification provides a good linear fit in which the assumptions of ordinary least squares regression are satisfied. A square root transformation of subsidiaries was done for the same econometric reason. None of these transformations affected the basic results reported in the paper. Details are available from the author on request.
3.
Values of R 2 for studies of audit fees are typically in the range of .60 to .70. 
